While there are an array of financial structures found in different capitalist economies from which the newly emerging democracies can choose, it is not evident that any represent the 'optimal' financial structure … In the case of some capitalist countries, the defects in the financial system are all too apparent. The newly emerging democracies have ahead of them a delicate balancing act: once they settle upon a financial structure, they will find that change is difficult and costly. (Joseph Stiglitz, 1992) Social scientists, historians, and political observers in general agree on one point about the Eastern European revolutions of 1989: no one foresaw them. The collapse of communist power in Eastern Europe, the fall of the Berlin Wall and the reunification of Germany, the implosions in the Soviet Union -the end of the cold war, in short -all these developments unfolded in a remarkably short time and as a huge surprise to 'experts' and ordinary television viewers alike. But the lesson -that the utmost modesty is in order when it comes to pronouncements about the future of human societies -does not seem to have sunk in. As soon as the astonishing changes in the world's political and economic map took place, numerous voices were heard uttering self-assured opinions about the implications of those changes for this or that country or group of countries. It does not seem to have occurred to these people that if the events, which are the point of departure for their speculations, were so hard to predict, considerable caution is surely in order when it comes to appraising their impact. (Albert O. Hirschman, 1990) This first chapter is partly a review of the literature and partly an attempt to construct a conceptual framework within which to understand the role of the banking system in the transition. While there is a large literature on banking in the transition, the conceptual framework presented brings in the concept of learning and allows us to differentiate proposals on banking reform in terms of their assumptions about the learning process. Before examining banking in the transition to a market economy, however, we need to outline why these countries embarked on complete transformations of their systems. To understand where they are going, we first have to explain where they have been; thus we begin our discussion with the centrally planned economy.
In the second section, we turn to the financial system within it, and explain why it played a passive yet important role. In the third section, we discuss the transition to a market economy, emphasising the magnitude of the task, particularly in terms of the behavioural changes required, while outlining the objectives concerning the banking system in the transition. We also review the initial banking reforms and the associated problems. The fourth section covers the role of institutions and the issues surrounding their creation and function. In the fifth and final section, we examine financial system design and the underlying issues of financial restructuring and learning.
The centrally planned economy (CPE)
There is a considerable literature on the theory and practice of the CPE.
1 Our brief discussion begins with the question: what were the significant elements of the CPE? Fundamental was Marxist-Leninist ideology, which provided the justification and basis for its entire political, economic and social structure. According to it, socialism represented a more advanced form of society than capitalism and, therefore, would outperform the latter since it allowed people to reach their productive potential. At the same time, people were given certain promises from the state regarding their quality of life, including the right to work, as well as basic needs such as food, healthcare, education, vacations and cultural opportunities. These promises put the onus on the state to deliver: the right to work, for instance, meant that the state needed to ensure full employment on a macro level. In order to meet its promises, the socialist system was centrally planned so that the state could maintain complete control over the allocation of resources which, under its ideology, it claimed as superior to the laws of supply and demand in the market mechanism.
